The aim of this paper is to investigate the determinants of bank profitability in the early transition countries of Central and Eastern Europe (CEE), and in the late transition countries of the former USSR. We apply a GMM technique for the period covering 2000-2013. The results show that profitability persists and the determinants of bank profitability vary across transition countries. Particularly, the banking sector of early transition countries is more competitive. However, the impact of credit risk on bank profitability is positive in early transition countries, but negative in late transition countries. Government spending and monetary freedom negatively influence bank profitability only in late transition countries.
Introduction
It has now been almost three decades since the collapse of the socialist system, and many previously centrally planned economies have established market-based economies. Most countries have followed a similar approach to overcoming the legacy of the Soviet system.
Although the speed and sequence of reform varied across countries, all were influenced by the World Bank and International Monetary Fund, the so called Washington consensus, which focused on liberalisation, stabilisation and privatisation. The soviet-style mono-banks were abolished and restrictions on the internal convertibility of money removed, state control of interest rates was suspended, and the privatisation of state-owned banks took place very early although with varying degrees of success (Fries et al., 2002) . In addition, transition countries completed two major reforms. The first was the introduction of a two-tier banking system to separate the central bank from the commercial banking sector. This also included the division of large industrial banks into smaller organisations to create competition in the sector. This resulted in a move away from a system where the primary goal of the banks was to transfer state funds to state-owned enterprises for investment projects approved by central planning to a system appropriate to a market economy. The incumbent systems were inefficient in terms of resource allocation and the quality of banking supervision, and risk assessment was poor. The second was the establishment of a system of financial intermediation to increase saving and investment. The importance of these reforms was recognised by the governments of all the transition economies. However, while the countries of Central and Eastern Europe (CEE) and the Baltic States (the early transition group) began structural reforms in the 1990's, and have to a large extent created efficient banking sectors, in the former Soviet Union states (the late transition group) this process is still not complete.
Although the share of bank domestic credit over GDP is relatively higher in the early transition countries, it can be shown that the banks are universally the most important component of the financial sector (Table 1) . Considering the vital role of banking in developing and transition countries, improvement in profitability can have a significant impact on the allocation of financial resources (Sufian and Habibullah, 2010) . Moreover, recent studies show that a profitable banking sector better withstands negative shocks and thus contributes to the stability of the financial system (Athanasoglou et al., 2008) . Therefore, research that investigates the factors driving bank performance and profitability is important in order to inform strategies for future financial and economic development. Recent studies largely focus on the determinants of bank profitability in developed and developing countries (Athanasoglou et al., 2008; Dietrich and Wanzenried, 2011; García-Herrero et al., 2009; Trujillo-Ponce, 2013) . However, research directed to transition countries, and particularly the countries of the former USSR, is limited. Moreover, banks behave differently under different institutional settings, which implies that the results obtained for developed and developing countries may not apply to those in transition to a market economy (Berger et al., 2001; Berger and Udell, 2002; Haselmann and Wachtel, 2007) . In addition, transition countries have a number of unique characteristics, and government policies and regulations can differ from those in developed and developing countries. The relevant studies mostly consider bank-specific, industry-specific and macroeconomic variables as determinants in an investigation of bank profitability. However, these do not take account of environmental conditions, government policy and regulation, and thus it is premature to apply the results to transition country banking sectors. Therefore, this paper also includes national environmental factors such as government spending and fiscal and monetary freedom as they may be important in explaining bank profitability.
The aim of this paper is to investigate the determinants of bank profitability for early (CEE and the Baltic States) and late (former USSR) transition countries for the period 2000-2013. This study is important as it contributes to the existing literature in several aspects.
Firstly, it uses a richer dataset that covers the period before, during and after the recent global crisis period (2000) (2001) (2002) (2003) (2004) (2005) (2006) (2007) (2008) (2009) (2010) (2011) (2012) (2013) for these countries. Second, it includes the special conditions of early and late transition countries, and allows an examination of environmental factors and their impact on bank profitability. Third, existing studies on bank profitability use either static (Pasiouras and Kosmidou, 2007; Staikouras and Wood, 2004; Sufian and Habibullah, 2010) or dynamic approaches (Athanasoglou et al., 2008; Dietrich and Wanzenried, 2011) .
However, in this paper robust conclusions can be drawn using both approaches. This paper builds on research by Athanasoglou et al. (2008) , Dietrich and Wanzenried (2011) and Sufian and Habibullah (2010) . The results are interesting not only for academics and bank officials, but also for other stakeholders such as policy-makers, central bankers and other financial authorities. The results show that the quality of asset allocation needs further improvement in late transition countries. In addition, better capitalised banks are found to be more profitable in early transition countries. Moreover, indicators of economic freedom, such as government spending and flexible monetary policy, still have a negative impact on bank profitability in late transition countries. This suggests that policy-makers need to consider further reform in these areas.
The paper is structured as follows. Section 2 highlights the difference between early and late transition countries and discusses the relevant empirical literature. Section 3 describes the data and methods used. Section 4 presents the findings from the empirical analysis, and Section 5 concludes and suggests some policy recommendations.
Theoretical background

Economic transition in the countries of the former USSR
Over the last three decades, a plethora of studies have focused on the transition of countries of CEE from a system of central planning to a market economy (Fries et al., 2002; Fries and Taci, 2005; Kenjegalieva and Simper, 2011) . However, the majority of the former Soviet countries have been largely ignored due to the paucity of reliable information (Djalilov and Piesse, 2011; Schobert, 2006) . This is a serious omission as these countries are substantially different from the early transition countries in CEE in a number of important respects. Firstly, the former Soviet countries were controlled by the communist regime for more than seventy years. This resulted in a lack of a national collective memory of any other form of economic organisation, and the institutions in these countries were largely impenetrable. Furthermore, the leadership had no experience of managing a domestic market economy prior to the collapse of the Soviet Union in 1991 as decisions were made centrally. When reforms to establish a market economy in the Baltic States and in several countries in CEE began during the Gorbachev era of the late 1980s, other countries of the former USSR did not follow suit.
Thus, there existed a sharp contrast between countries such as Hungary, Poland and the former Czechoslovakia, and the Baltic States, which only had a system of central planning for the period following the Second World War until the 1990s, and those in Central Asia. This historical legacy has had a significant impact on how quickly a market economy can be established, and emphasises the importance of the initial conditions at the start of the transition on the direction and speed of financial sector development and its impact on financial development and economic growth.
Secondly, many former Soviet countries are rich in mineral and energy resources.
This has implications for their economic growth, but also provides a source of potential internal conflict that is associated with the problem of resource allocation. Thirdly, some former USSR countries, especially those located in Central Asia, are geographically extensive, and the political instability in neighbouring countries, such as Afghanistan, can be contagious. For these countries, maintaining economic growth and ensuring financial stability are vital to retaining social cohesion and sustained development. Fourthly, early (CEE and the Baltic States) and late (former USSR) transition countries have taken significantly different approaches to the transition from a planned to a market economy. The first group pursued a revolutionary approach and most of them became EU members in 2004, while late transition countries took an evolutionary (step by step) approach, which has lasted for more than two decades. Therefore, research distinguishing these two groups of transition countries provides new empirical findings.
The Literature on the determinants of bank profitability
The existing literature uses several variables, both internal and external to the organisation, to explain bank profitability, depending on the focus of the research. The microeconomic determinants of profitability are those linked to management, strategy and performance, whilst the macroeconomic determinants relate to the nature of the national institutions and economic environment within which the banks operate.
Following earlier studies (Bourke, 1989; Short, 1979) recent research has examined bank profitability at the country level (Ben Naceur and Goaied, 2008; Berger, 1995a; Daly and Zhang, 2014; Guru et al., 2002; Mamatzakis and Remoundos, 2003; Pasiouras and Kosmidou, 2007; Habibullah, 2012, 2010) or cross-country analyses (Albertazzi and Gambacorta, 2009; Goddard et al., 2004a; Hsieh and Lee, 2010; Molyneux and Thornton, 1992; Naceur and Omran, 2011) . Although the results vary considerably as data availability is not consistent across countries there are some common elements, particularly in the choice of elements internal to the firm, such as size and capital and risk management, that impact bank profitability.
Size is an important determinant of performance if there are economies or diseconomies of scale. Additionally, some studies claim that the effect of external variables on profitability is closely linked to bank size (Demirgüç-Kunt and Huizinga, 2000) . Based on these results the studies can be divided into two groups: those that find a positive link between size and profitability (Flamini et al., 2009; Smirlock, 1985) and those that find this to be negative (Pasiouras and Kosmidou, 2007; Stiroh and Rumble, 2006) . The positive effect is driven by the finding that larger banks have more diversification in their products and services, and this reduces the level of risk and thus results in higher operational efficiency and profitability. In addition, larger banks can raise relatively cheap capital and thus appear to be more profitable (Short, 1979) . Furthermore, some studies find that in a non-competitive environment larger banks with a significant market share enjoy higher profits by offering lower deposit rates, which are considered less risky, and by maintaining high lending rates (Flamini et al., 2009) . In contrast, the opposing view is that an increase in bank size leads to higher levels of marketing and operational and bureaucratic costs, and results in a negative link between profitability and size. Thus, the scale effect on profitability remains ambiguous.
Risk management is also included in most studies and poor asset quality and low levels of liquidity are two major factors influencing bank failure in the sector. Two types of risk, credit and liquidity risk, are most commonly addressed in these studies. Particularly during periods of increased uncertainty, banks tend to diversify their portfolios and raise their liquid holdings to reduce their risk. The ratio of loan loss provisions to loans is often used as a proxy for credit risk (Athanasoglou et al., 2008; Trujillo-Ponce, 2013 ) with a higher ratio indicating lower credit quality, which ultimately leads to a lower profitability. However, as liquidity management, asset management and the level of cash flow to maintain the ability of the bank to meet current liabilities when they come due, custom and practice suggests that the ratio of loans to total assets is the preferred metric (Sufian and Habibullah, 2010) . Again, results vary on the sign of this variable when determining the link between liquidity and profitability from positive (Bourke, 1989) to negative (Molyneux and Thornton, 1992) .
However, existing studies find a negative link between credit risk and profitability (Miller and Noulas, 1997) .
Capital is the third common variable that is internal to the bank, and this plays an important role in the determination of bank profitability in many studies. This may proxy risk and regulatory costs in the presence of capital requirements (Flamini et al., 2009 ).
However, the link between capital and profitability is again controversial in the literature.
The traditional view suggests that a higher capital asset ratio increases funding costs and thus lowers profitability, as many papers consider the cost of capital, particularly, the cost of equity to be the most expensive bank liability in terms of expected return (García-Herrero et al., 2009; Trujillo-Ponce, 2013) . Some studies suggest that an unexpected increase in capital raises profitability linking this into two hypotheses. The first supports the view that increasing capital lowers payments on unsecured debt, while the second states that banks provide signals of better future prospects by increasing their capital (Berger, 1995b) . Some studies find a positive relationship between capitalisation and bank profitability (Angbazo, 1997; Demirgüç-Kunt and Huizinga, 1999; Drakos, 2003; Maudos and De Guevara, 2004; Saunders and Schumacher, 2000) , while others suggest the link to be absent (before the global crisis [2007] [2008] [2009] ) and negative during the crisis (Dietrich and Wanzenried, 2011) .
With respect to the macroeconomic and institutional variables, GDP growth, inflation
and sector concentration are common in the literature as determinants of bank profitability.
Profitability is found to be sensitive to GDP growth, suggesting that demand for loans increases during cyclical upswings, and that existing studies find the link between GDP growth and profitability to be positive (Dietrich and Wanzenried, 2011; Flamini et al., 2009; Goddard et al., 2004a; Trujillo-Ponce, 2013) . Alternatively, when GDP growth slows, particularly during crises and recessions, the credit quality of banks worsens thus reducing profitability. However, the impact of inflation on profitability is ambiguous depending on whether inflation is anticipated or not (Perry, 1992) . If inflation is anticipated banks can adjust their interest rates faster than their costs increase, thus impacting positively on profitability. But where inflation is not anticipated, costs increase faster than any adjustment in interest rates so there is a negative impact on profitability. Therefore, some studies find the link to be positive (Athanasoglou et al., 2008; Trujillo-Ponce, 2013) , while others find it to be negative (Naceur and Omran, 2011) .
Two hypotheses are proposed to explain how the degree of sector concentration influences bank profitability. The structure-conduct-performance (SCP) hypothesis states that a more concentrated sector favours higher profitability motivated by greater market power, whereas the efficient-structure (ES) hypothesis argues that higher efficiency enables efficient banks to gain more of a market share and thus generate higher profits. Although both hypotheses suggest the link between concentration and profitability to be positive, the empirical evidence is again not conclusive, with some studies finding a positive impact (Claeys and Vander Vennet, 2008; Goddard et al., 2004b; Maudos and De Guevara, 2004) , and others a negative one (Naceur and Omran, 2011) .
However, overwhelmingly the literature considers the effect of internal and external determinants of bank profitability for developed and developing countries while the states that comprised the former USSR have not been extensively explored. The literature review has shown that while the variables used are common to many studies, the direction of the impact is not consistent across countries. Moreover, only a limited number of studies take into account the effect of institutions and of economic freedom, as defined by the Heritage Foundation, on bank profitability (Sufian and Habibullah, 2010) , and none consider these factors in transition countries. Thus, this paper fills this gap in the literature by exploring early and late transition countries using the most recent data (2000) (2001) (2002) (2003) (2004) (2005) (2006) (2007) (2008) (2009) (2010) (2011) (2012) (2013) , and including economic freedom variables from the Heritage Foundation.
In any study of the role of banks in developing and transition countries, regulations and the quality of supervision are vitally important. The aspects of governance perform two major functions, that is to safeguard the soundness of the financial sector, and ensure that banks meet basic fiduciary responsibilities. Both only succeed if the level of state involvement does not become so large that it threatens the sustainability of banking growth by introducing inefficiency and by increasing corruption. Table 2 reports indices for three groups of countries. These measure fiscal freedom, government spending and monetary independence, all of which may have a significant impact on bank performance. These indices range from 0 to 100, where 100 implies high economic freedom. Fiscal freedom is a measure of the tax burden imposed by the government, where a higher score indicates less burden imposed by fiscal policy. Higher scores for government spending and monetary policy imply the presence of their being less burden imposed by government expenditures, and higher price stability in the absence of state intervention, respectively. Table 2 shows that the fiscal burden and government spending are lower in late transition countries compared to the early transition ones. However, higher price stability is present in early transition countries. The third group in Table 2 are developed countries, which are considered to be laissez faire economies according to the Heritage Foundation.
Comparing these three groups shows that there is a clear trend, and as economies grow the fiscal burden and government spending increases and price stability improves. As the optimal level of economic freedom varies across countries, it is interesting to note the impact on banking profitability as a factor in determining policy relating to the future strategic development of the sector. The second channel by which governments impact on firm growth is fiscal policy. In transition countries, where the institutions are still relatively weak and legislation changes quickly, the significant tax burden encourages entrepreneurs to move into the informal and shadow economy (Smallbone and Welter, 2001 ). Thus, the second testable hypothesis is as follows:
Hypothesis 2: Fiscal freedom has an impact on bank profitability.
Governments, particularly those of late transition countries, influence the sustainability of banking growth through reforms that address the development of economic institutions such as central banks and other financial institutions, which are responsible for monetary policy, price stability and interest rates (Smallbone and Welter, 2001) . As the banks of the former USSR states generate revenue largely from conventional banking, their profitability may be influenced by price stability, changes in money supply and interest rates.
Therefore, the final testable hypothesis is as follows:
Hypothesis 3: Monetary freedom has an impact on bank profitability. is the dependent variable, This is the profit earned per dollar of assets, and reflects the ability of management to utilise the bank resources to generate profits (Athanasoglou et al., 2008; Dietrich and Wanzenried, 2011; Flamini et al., 2009; Sufian and Habibullah, 2010) . This was chosen in preference to return on equity (ROE), as the latter disregards financial leverage and the risks associated with that (Flamini et al., 2009) . ROA may be biased due to off-balancesheet activities, but this is expected to be negligible in the case of transition countries. The loan loss provisions to loans ratio is used to proxy credit risk. The effect on profitability is expected to be negative as increased exposure to credit risk is associated with decreased bank profitability. The equity to total assets ratio is used to proxy Capital. This is expected to have a positive impact, given this represents the amount of bank funds available to support business operations, and therefore acts as a safety net in the case of adverse developments (Athanasoglou et al., 2008) . Moreover, increases in capital may provide a good signal of better future prospects for the bank. Cost (or operating costs) is defined as the ratio of total cost (overheads and interest expenses) to pre-tax profit. This measures the impact of operating efficiency on bank profitability and therefore is expected to negatively affect bank profitability.
Variable selection
Although, as noted in the literature review, some studies do not find a significant size impact on bank profitability, here scale economies and wider product diversity are expected to show that larger banks have higher profitability, particularly in these transition countries.
To include information for all the banks, a concentration variable HHI was calculated. This is the sum of the squares of the market shares of all banks with the industry, following (Dietrich and Wanzenried, 2011) . This is expected to have a positive impact on bank profitability, as claimed by the structure-conduct-performance hypothesis.
Higher GDP growth increases the demand for lending and thus its impact is expected to be positive. However, if managers anticipate inflation and reflect it in interest rates the effect is positive, otherwise it is negative. The Heritage Foundation's economic freedom variables, such as government spending, fiscal policy and monetary freedom may affect bank profitability with different signs. There is no optimal size of government spending and may vary between countries, although the impact is likely to be different. However, excessive government spending and debt are detrimental to the performance of the financial sector. Thus, too much or too little government spending may negatively impact on profitability, while a moderate level is expected to influence positively. Additionally, very high or very low levels of government spending, as well as fiscal and monetary freedom, may impact negatively when the institutions and national governance that are intended to support the financial sector are relatively weak.
Data and Methods
The banking sectors of transition countries have undergone significant changes over the last two decades. Particularly, reforms have been pursued to support the further improvements of the institutional framework, and the more efficient functioning of banks as well in order to attract Western banks to enter their markets. This has created a new and more sophisticated banking environment with higher degrees of competition. Thus, the econometric modelling of bank profitability must take account of the different levels of complexity in this sample and the characteristics of the data available. .
Specification of bank profitability model
Following the literature, the general model to be estimated is a one-way error component linear regression model (Athanasoglou et al., 2008; Dietrich and Wanzenried, 2011) :
where ROA it is a return on the assets of bank i at time t with i=1, …, N, t=1, …,T, c is a constant term. The 's are bank-specific, market-specific, macroeconomic and institutionalenvironmental variables and ε it is the disturbance term, with v i the unobserved bank-specific effect and u it the idiosyncratic error. In this model v i ~ (IIN(0, 0, )) and is independent of the u it ~ (IIN(0, ) ). Recent studies find that bank profits are inclined to persist over time, reflecting impediments to market competition, informational opacity and/or sensitivity to regional-macroeconomic shocks, especially as these effects are serially correlated (Berger et al., 2000) . Therefore, in this paper, a lagged dependent variable is included to capture this phenomenon, such that ROA i,t-1 is a one-period lagged variable and δ the speed of adjustment to equilibrium. δ takes a value between 0 and 1, implying that profits eventually return to equilibrium. A value of δ close to 0 shows that the industry is competitive, whilst a value close to 1 suggests lower levels of competition.
Least squares estimators can produce biased and inconsistent coefficients for dynamic models (Baltagi, 2008; Bond, 2002) . In addition, models to estimate bank profitability may be subject to endogeneity. Many empirical studies find that more profitable banks can increase their equity using retained earnings (García-Herrero et al., 2009 ) and have more extensive marketing budgets, which in turn result in increased expansion and then larger banks become more profitable. However, more profitable banks can increase their personnel expenses, such as higher consultancy fees, thus reducing their operational efficiency. This suggests that the causality between size and profitability could go in the opposite direction.
Finally, unobservable heterogeneity between banks, for example, differences in the quality of corporate governance, can also impact on bank profitability.
To address these issues, the generalised method of moments (GMM) is used in the estimation, following the approach by Arellano and Bover (Arellano and Bover, 1995) . The system GMM estimator uses lagged values of a dependent variable in the levels, and in differences in instruments as well as lagged values of other independent variables, which could potentially suffer from endogeneity. The system GMM has the advantage of minimising the data loss for unbalanced panels by transforming the data with forwardorthogonal deviations (Arellano and Bover, 1995; Roodman, 2009 ). In addition, the GMM estimator controls for unobserved heterogeneity. As a robustness check the models were also estimated using a random-effects approach for the same model specification (equation 1).
Data
The Correlations that are significantly different from zero at the 1%, 5% and 10% level are marked with ***, ** and * respectively. GDP growth and inflation are in natural logarithm forms.
Empirical results
Because of the unbalanced panel, Fisher's unit root test is used as a suitable approach to test the stationary of the variables (Choi, 2001; Maddala and Wu, 1999) . The test results
show that all the variables used are stationary (see Table 5 ). P-values are in brackets. Table 6 . System GMM results (late transition countries) Robust standard errors are in brackets. Coefficients that are significantly different from zero at the 1%, 5% and 10% level are marked with ***, ** and * respectively. Year dummies for 2000-2010 are removed to save space. Bank-specific variables (italicised) are treated as endogenous variables.
Tables 6, 7, 8 and 9 summarise the estimation results. In particular, tables 6 and 7
show the results from the system dynamic panel, and tables 8 and 9 the random-effects panel models for the late and early transition countries, respectively. The Sargan test estimation results in Tables 6 and 7 point to the absence of over-identifying restrictions. The ArellanoBond (AB) tests show the absence of first-and second-order autocorrelation.
The coefficients on the lagged dependent variable (ROA) are between 0 and 1 implying that bank profitability persists over time. However, the coefficients are closer to 1 in late transition countries and closer to 0 in early transition ones, suggesting that early transition countries have more competitive banking sectors, as expected. Table 7 . System GMM results (early transition countries) Robust standard errors are in brackets. Coefficients that are significantly different from zero at the 1%, 5% and 10% level are marked with ***, ** and * respectively. Year dummies for 2000-2010 are removed to save space. Bank-specific variables (italicised) are treated as endogenous variables.
The coefficients on Capital are positive and significant in tables 7 and 9, implying that better capitalised banks are more profitable in early transition countries. However, this is not the case for late transition countries as this variable is not significantly different from zero in both sets of models (tables 6 and 8). This is consistent with the literature and supports the view that early transition countries have more sound financial conditions. These banks can pursue business opportunities more effectively and have more flexibility in dealing with problems arising from unexpected losses (Athanasoglou et al., 2008; Pasiouras and Kosmidou, 2007) . Again, this is not surprising as they began reforms earlier and there is now considerable expertise in the sector.
The coefficients on Credit risk are significant but with different signs. There is a negative effect of credit risk on bank profitability in the late transition countries, while risk assessment in the early reforming countries show that they have had a lot longer to become competent at allocating risk and managing uncertainty in competitive markets. This is consistent with previous studies that find that the managers of banks in late transition countries seem to have adopted a risk-averse strategy, and this suggests that late transition countries should focus more on improving the transparency of bank activities (Athanasoglou et al., 2008; Sufian and Habibullah, 2010 (Sufian and Habibullah, 2010) . Thus, the third hypothesis related to monetary freedom is supported for late transition countries only. Robust standard errors are in brackets. Coefficients that are significantly different from zero at the 1%, 5% and 10% level are marked with ***, ** and * respectively. Year dummies for 2000-2010 are removed to save space.
Conclusion
In this paper, the profitability of banks in early and late reforming transition economies was examined, where institutional-environmental variables were used in addition to the traditional performance indicators. The main conclusion is that the determinants of bank profitability vary across transition countries as they are at different stages in their move to a market economy. Several specific conclusions can be drawn from the results. Firstly, the banking sector of early transition countries is more competitive. This is to be expected as poor performers are allowed to fail and the efficient banks survive. Secondly, the impact of credit risk on bank profitability is positive in early transition countries, while this is negative for late transition countries, so clearly there is a great deal for the late reformers to learn about how to assess and allocate risk within the pricing structure. Thirdly, government spending and monetary freedom negatively influence bank profitability in late transition countries. This may simply imply that banks are not sufficiently prepared to compete in a market environment. Fourthly, better capitalised banks are more profitable in early transition countries as the overall sector is more robust and they benefit from sound financial management.
This study has found a number of weaknesses in bank performance in the late reforming countries, most of which were part of the former Soviet Union. Several possible policy conclusions arise from this that may improve the sector and increase profitability.
Firstly, the quality of asset allocation must be improved as credit risk is negatively impacting profitability. Therefore, states should encourage the development of capital markets to improve the transparency of banks, and provide for better screening and monitoring of bank activities. This involves training in credit assessment and risk allocation. The presence of foreign banks is still limited in some of the former USSR countries, and if the sector was more open then knowledge transfer from foreign to domestic banks could take place. In addition, increased competition would improve efficiency as good practice would be spread throughout the sector to the advantage of the domestic banks.
Secondly, government spending in the sector could improve capitalisation, especially through special industry-specific programmes (Smallbone and Welter, 2001) . But crucially, the institutions need to be improved, such as the legal system and more educational support should be provided within the banking sector. Thirdly, states can support the banking sector by significantly improving the level of monetary freedom. Most of the late transition countries have not completed the reform process, and the independence of their central banks and monetary policy is still questionable.
Overall, the results indicate that bank profitability in the transition countries is shaped by bank-specific and institutional variables. However, future research may integrate specific information on management expertise, the contribution of board members and the level of corruption in banks to understand profitability in financial institutions.
